
STOP 



Early Journal Content on JSTOR, Free to Anyone in the World 

This article is one of nearly 500,000 scholarly works digitized and made freely available to everyone in 
the world by JSTOR. 

Known as the Early Journal Content, this set of works include research articles, news, letters, and other 
writings published in more than 200 of the oldest leading academic journals. The works date from the 
mid-seventeenth to the early twentieth centuries. 

We encourage people to read and share the Early Journal Content openly and to tell others that this 
resource exists. People may post this content online or redistribute in any way for non-commercial 
purposes. 

Read more about Early Journal Content at http://about.jstor.org/participate-jstor/individuals/early- 
journal-content . 



JSTOR is a digital library of academic journals, books, and primary source objects. JSTOR helps people 
discover, use, and build upon a wide range of content through a powerful research and teaching 
platform, and preserves this content for future generations. JSTOR is part of ITHAKA, a not-for-profit 
organization that also includes Ithaka S+R and Portico. For more information about JSTOR, please 
contact support@jstor.org. 



SOME QUESTIONS IN CONNECTION WITH STATE RATE 

REGULATION. 

THERE are probably few questions of greater interest, both 
present and future, than those which concern the relations 
between corporations performing the so-called public ser- 
vices on the one hand, and their immediate patrons and the general 
public on the other. These questions relate to the quality and safety 
of the services rendered, to the rights of all members of the public 
to receive service without discrimination, and to the charges which 
may be exacted for those services. To a great extent they involve 
matters of public policy and economics, rather than those which are 
strictly legal in nature, while even those questions which have been 
before the courts are not as yet definitely settled. 

Among the latter is that one which concerns the extent of the pow- 
er of the states and of the various municipal divisions thereof, under 
proper delegation of authority, to regulate rates. The existence of 
this power was established by the decision in the original Granger 
Cases. 1 That it can not be so exercised as to affect interstate com- 
merce 2 or impair the obligation of a contract 3 was later determined. 

Within the jurisdiction thus limited, reasonable rates, or rates 
which permit the earning of a reasonable compensation^ may be 
fixed. To deny the right to earn such compensation would be a 
deprivation of property without due process of law, and therefore in 
violation of the fourteenth amendment. 4 But, on the other hand, 
the public has a right to be served at a reasonable rate, that is, at 
a rate which bears a reasonable relation to the value of the service 
rendered. 4 These two rights, to charge a reasonable rate, and to be 
served at a reasonable price, are conflicting in nature, and it is much 
easier to state than to reconcile them or to define their limits. The 
courts have not told us how the reasonable value of a particular ser- 
vice to an individual is to be fixed nor have they laid down any com- 
prehensive rule by which the reasonableness of a particular rate or 
schedule of rates may be determined. 

This uncertainty is due to the extremely difficult nature of the 
questions involved. Rate cases have come before the courts in dif- 
ferent ways and involving different facts. For the most part they 
have been railroad cases, and the rates in question have been mainly 

*94 U. S. 113. 

2 Wabash Ry. Co. v. Illinois, 118 U. S. 556. 

'Detroit v. Detroit Citizens' Street Ry. Co., 184 U. S. 368. 

4 Smyth v. Ames, 169 U. S. 466. 
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freight rates. In such cases the rates involved have been either an 
entire schedule covering all classes of freight, or they have affected 
only some one commodity, or a few commodities, and in some cases 
have operated only for a small part of the state or as between certain 
designated points. An added difficulty arises from the limited juris- 
diction of each state, which can interfere only with traffic local to 
itself, while a very large percentage of the total business crosses 
state lines, and is therefore subject only to federal regulation. It 
is perfectly possible, therefore, that a road may be earning good 
profits on its business as a whole, while commanded by the laws of 
some one or more states to do their local business at an unremuner- 
ative figure. In cases affecting other public service corporations, the 
rates involved have usually applied to the entire business, have been 
fixed by some municipality rather than by the state directly, and 
there has been no question of interference with interstate commerce. 

In spite of the difficulties of the question, it is possible to lay down 
a few general principles which may be fairly said to be established 
by the cases. At the outset it may be stated that these principles 
certainly control where an attempt has been made to fix an entire 
schedule of rates, to operate generally throughout the entire terri- 
tory of the body fixing them ; that it is uncertain whether they con- 
trol in the case of rates touching only a part of the business of the 
company affected; and that they are not controlling in the case of 
a charge for a particular service which under the circumstances is 
reasonable. 

A public service corporation has a right to earn a reasonable profit, 
based upon the fair valuation of the property used in rendering its 
service, and to charge rates sufficient to enable it to do so. 5 Inas- 
much as a profit is that part of income left after deducting proper 
income charges' it becomes important to determine what items are 
properly so chargeable. 

It is conceded by all courts that operating expenses, repairs, main- 
tenance, and taxes, are properly chargeable against income. s If 
these items are defined as including expenses for actual operation, 
for keeping existing equipment in serviceable condition, maintaining 
roadway, transmission lines, etc., and for taxes, there are additional 
expenses for replacement of wornout equipment, and for additions 
thereto. How these are to be charged has been a difficult question, 
and owing to the fact that it has been presented to the courts in 
different ways, there has been some apparent conflict in the decis- 



5 Smyth v. Ames, 169 U. S. 466. 

6 Richardson v. Buhl, 77 Mich. 649. 



no MICHIGAN LAW REVIEW 

ions. In a case where it became material to ascertain the net earn- 
ings of one of the transcontinental railroads, the general rule was 
stated by Mr. Justice Bradley as follows : 

"Theoretically the expenses chargeable to earnings 
include the general expenses of keeping up the or- 
ganization of the company, and all expenses incurred 
in operating the works, and keeping them in good con- 
dition and repair; whilst expenses chargeable to cap- 
ital include those which are incurred in the original 
construction of the works and in the subsequent en- 
largement and improvement thereof." 7 

But in that case, where repayment of advances by the govern- 
ment to the railroad was demanded, the court permitted expendi- 
tures for extensions and betterments which had actually been paid 
from income to be deducted therefrom in ascertaining the road's 
net earnings. 

But in a recent case where the question of rates was involved, 
the court said with respect to expenditures for improvements: 

"* * * we think it is clear that instrumentalities 
which are to be used for years should not be paid for 
by the revenues of a day or year ; and this is the prin- 
ciple of returns upon capital which exists in durable 
shape." 8 

It seems clear that such expenditures, as against the public, can not 
be paid out of earnings. 9 

The rule, however, is otherwise where expenses for replacement 
of worn-out or obsolete equipment are in question. As between 
the latter, it is proper to defray these expenses out of current in- 
come, and this may be done either by replacing the equipment dis- 
carded and charging the expense directly to income, or by writing 
off a lump sum periodically for depreciation. But a company can 
not both make replacements and charge them in this manner, and 
in addition make an annual allowance for depreciation. 10 And as 
between a public service company and the public, where the ques- 

' U. P. Ry. Co. v. United States, 99 U. S. 402 (Sinking fund cases.) 

8 Illinois Central R. R. Co. v. Interstate Commerce Commission. 206 U. S. 441. 

• Smyth v. Ames, 1 69 U. S. 466 ; San Diego Land Co. v. National City, 1 74 U. S. 
739; San Diego Land Co. v. Jasper, 189 U. S. 439; Stanislaus County v. Irrigation 
Company, 192 U. S. 201 ; C. M. & St. P. Ry. Co. v. Tompkins, 176 U. S. 178. 

10 Davison v. Gillies, 16 L. R. Ch. Div. 347; Dent v. London Tramway Co., 16 
L. R. Ch. Div. 344; Glasier v. Rolls, 42 Ch. Div. 453; Whitaker v. Bank, 52 N. J. 
Eq. 400; Sinking Fund Cases, 99 U. S. 402; Warren v. F. & P. M. Ry., 34 F. 582; 
Parks v. Grant Locomotive Works, 40 N. J. Eq. 114. 
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tion of rates is involved, the same rule prevails. 11 But where an 
annual allowance is made, it need not be expended during the pre- 
cise fiscal year in which it is created. A renewal reserve fund may 
be created, to be expended as occasion arises; but extensions and 
betterments cannot be made from such fund and their cost treated 

11 Milwaukee Electric Ry. and Light Co. v. Milwaukee, 87 Fed. 577 ; Spring Val- 
ly Water Works v. San Francisco, 124. Fed. 574; Reagan v. Trust Co., 154 U. S. 362. 

In this case some $300,000, spent for rails and other equipment, was included in 
operating expenses and it was claimed that this was improper. Of this contention 
Mr. Justice Brewer said: 

"Among the items going to make up this sum of $302,086.77 is one of $113,212.09 
for rails, and it appears from the said report that there was not a dollar expended for 
rails, except as included in this amount. Now it goes without saying that, in the 
operation of every road, there is a constant wearing out of the rails, and a constant 
necessity of replacing old with new. The purchase of these rails may be called 'per- 
manent improvements,' or by any other name; but they are what is necessary for 
keeping the road in serviceable condition. Indeed, in another part of the report, 
under the head of 'Renewals of rails and ties,' is stated the number of 'New Rails 
laid' on the main line. Other items therein are for fencing, grading, bridging and 
culvert masonry, bridges and trestles, buildings, furniture and fixtures, &c. It being 
shown affirmatively that there were no extensions, it is obvious that these expendi- 
tures were those necessary for a proper carrying on of the business required of the 
company." 

Metropolitan Trust Co. v. Ry. Co., 90 Fed. 683; San Diego Water Company v. 
San Diego, 118 Cal. 584. 

This case involved the validity of certain rates fixed by the defendant city. In 
discussing proper charges against income, Van Vleet, J., said, page 574: 

"With regard to the question of depreciation of the plant by use, it is sufficient to 
say that ordinary repairs should be charged to current expense; that substantial re- 
construction or replacement should be charged to the construction account, and that 
depreciation should not otherwise be considered." 

This is apparently in conflict with the rule of the preceding cases. But in the 
concurring opinion of Garoutte, J., a more full discussion is found. It appears there 
that the court below had made a depreciation allowance of three and one-third per 
cent per annum ; that more than half of the company's assets consisted of tunnels, 
wells, reservoirs, water rights and real estate, which were not subject to depreciation ; 
and that the practice of the water company had been to charge repairs and renewals 
as operating expenses, and where the new equipment was superior to the old, to 
charge the excess to construction. This practice was said to be correct, and to leave 
no room for an annual depreciation charge in addition. 

"If improvements are made in the plant, the cost of these improvements should 
be charged against the construction account. If repairs are made upon the plant as 
it stands, as, for example, a new pipe substituted for an old piece of the same size 
and quality, such charge should be considered operating expenses" * * * "In cases 
of the present character, under the head of operating expenses, the company is en- 
titled to charge for keeping the plant in its normal condition, and the sinking of 
new wells, the building of new reservoirs, the erection of additional buildings; and 
the substitution of larger and better pipe (to the extent of the difference) do not 
come under the head of operating expenses, but should be charged to construction 
account. If this were not so, a water plant, inferior in all things, could be trans- 
formed into a water plant superior in everything, at the expense of the consumer." 

This case was followed, without discussion, on this point in Redlands &c. Water 
Co. v. Redlands, 121 Cal. 312. 

Two United States Supreme Court decisions which contain language apparently 
in conflict with the general rule, were appeals from the California Courts, and do 
not conflict in reality with the preceding case. These are: San Diego Land and 
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as additional capital expenditure upon which an income may be 
earned. 12 

Another item, which is charged to income in corporate book- 
keeping is interest on bonded indebtedness, and as between bond 
and stockholders, this is a proper course. But as against the public 
power to regulate rates, bondholders occupy a position not different 
from that of stockholders. The funded debt of public utility com- 
panies stands upon the same footing with the stock, and is regarded 
as so much capital. There is no vested right to the payment of in- 
terest or dividend. The only right the companies have is to a fair 
profit on the fair value of the property actually used and useful in 
the public service, and interest on bonds has no place among the 
expenses which may be deducted from income in ascertaining the 
presence or absence of a profit. 13 The same rule of course applies to 
dividends on stock. 

Expenditures for operation, repairs, taxes, maintenance, and re- 
Town Co. v. Jasper, 189 U. S. 439, and Stanislaus County v. San Joaquin &c. Co., 
192 U. S. 201. 

The law as to charges for depreciation has been finally settled in the recent case 
of Knoxville v. Knoxville Water Company, 212 U. S. 1, where the court by Mr. Jus- 
tice Moody said (p. 152) 

"Before coming to the question of profit at all the company is entitled to earn 
a sufficient sum annually to provide not only for current repairs but for making good 
the depreciation and replacing the parts of the property when they come to the end 
of their life. The company is not bound to see its property gradually waste, without 
making provision out of earnings for its replacement. It is entitled to see that from 
earnings the value of the property invested is kept unimpaired, so that at the end of 
any given term of years, the original investment remains as it was at the beginning." 

12 Railroad Commission v. Cumberland Telegraph & Telephone Company, 212 U. S. 
414. 

In this case the company had been paying 7% dividends so that any addition to 
capital by such means as indicated in the text would be an addition to a fair return 
on capital. The case might be different if the expenditure had been in lieu of a distri- 
bution of profits in the form of dividends. 

15 Smyth v. Ames, 169 U. S. 499; San Diego Water Co. v. Jasper, 189 U. S. 442; 
Minneapolis & St. Paul R. R. v. Minnesota, 186 U. S. 257. 

In the latter case Mr. Justice Brown said, at page 266: "The difficulty with the 
defendant's case is that it made no attempt to show the cost of carrying coal in car- 
load lots, and that even in proving that the cost of transporting all merchandise ex- 
ceeded the rate fixed by the commission on this coal, the interest on bonds and divi- 
dends upon stock were included in operating expenses. The propriety of the first is at 
least doubtful, the impropriety of the second is plain." 

In Smyth v. Ames, above, Mr. Justice Harlan, at page 544, said: 

"It can not, therefore, be admitted that a railroad corporation maintaining a high- 
way under the authority of the state may fix its rates with a view solely to its own inter- 
ests, and ignore the rights of the public. But the rights of the public would be ignored 
if rates for the transportation of persons or property on a railroad are exacted without 
reference to the fair value of the property used for the public or the fair value of the 
services rendered, but in order simply that the corporation may meet operating ex- 
penses, pay the interest on its obligations, and declare a dividend to stockholders." 

Willcox v. Consolidated Gas Company, 212 U. S. 19. 
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placements, then, are proper charges against income, and the bal- 
ance left after they are defrayed is profit. There is no right, as 
against the public, to pay for extensions and betterments from in- 
come, and there is no vested right to earn enough to pay interest 
on bonds or dividends on stock. The next question is — What is 
a fair profit? 

This involves the consideration of the rate at which, and the basis 
upon which, such profit is to be computed. The rate of profit is a 
question of fact, dependent upon the circumstances of each case 
and the risk involved in each investment. 14 

There are few cases where the courts have considered it, and in 
these cases the decisions were not such as to make it possible to lay 
down any general rule. It has been held that a return at the rate 
of six per cent per annum is not as a matter of law too low ;" that 
in Milwaukee a return of 4.5% was too low ; 18 and that 4.4% is 
too low in California. 17 On the other hand it has been held that a 
return of 6% on property invested in the gas business in New York 
City, where there is less risk in that business than anywhere in the 
country, is not unreasonably low ; 14 and that 7% on property in- 
vested mostly in the telephone business in Louisiana is not unrea- 
sonably high. 18 

Beyond this point the courts, apparently, have not gone. The 
business axiom that it is proper in a business venture to look not 
only for a fair return upon the capital invested, but also for a rea- 
sonable compensation for risk assumed and for the skill and enter- 
prise exhibited in beginning and conducting the venture, has been 
recognized by the United States Supreme Court, but what additional 
remuneration is to be given as compensation for such risk has not 
as yet been determined. The San Diego case was characterized by 
the court as hardly more than a moot case, and the Milwaukee and 
San Francisco cases are negative in their holdings, and merely de- 
cide that the rates specified are not fair compensation for the in- 

" Willcox v. Consolidated Gas Company, 212 U. S. 19. 

In this case the court by Mr. Justice Peckham, said, relative to the rate of return: 

"There is no particular rate of compensation which must be in all cases and in all 
parts of the country, be regarded as sufficient for capital invested in business enter- 
prise. Such compensation must depend greatly upon circumstances and locality ; among 
other things, the amount of risk in the business is a most important factor, as well as 
the locality where the business is conducted and the rate expected and usually realized 
there upon investments of a somewhat similar nature with regard to the risk attending 
them. * * * The less risk, the less rights to any unusual returns upon the investments." 

11 San Diego Land and Town Co. v. Jasper, 189 U. S. 439. 

"Milwaukee Ry. & Light Co. v. Milwaukee, 87 Fed. 577. 

" Spring Valley Waterworks v. San Francisco, 124 Fed. 574. 

" Railroad Commission v. Cumberland Telephone & Telegraph Co., 212 U. S. 414. 



U4 



MICHIGAN LAW REVIEW 



vestment, making no account of any other element. 19 In the Con- 
solidated Gas Company case the court recognized risk as an element 
to be considered, and found as a matter of fact that that element 
did not enter largely into the question then presented. Under the 
authority of the Louisiana case, six per cent is not remunerative in 
a case where a large element of risk is present. How long such in- 
creased remuneration shall continue is not, of course, stated, but it 
is fair to assume that when a business which was originally hazard- 
ous becomes well established and loses its speculative character, the 
right to extra compensation based on risk must eventually terminate. 
The valuation upon which the profit may be earned depends upon 
many factors, no one of which is controlling, but all of which are 
elements which must be taken into consideration. The general rule 
for computing such valuation was stated by Mr. Justice Harlan as 
follows : 

"We hold, however, that the basis of all calcula- 
tions as to the reasonableness of rates to be charged 
by a corporation maintaining a highway under legisla- 
tive sanction must be the fair value of the property be- 
ing used by it for the convenience of the public. And 
in order to ascertain that value, the original cost of 
construction, the amount expended in permanent im- 
provements, the amount and market value of its bonds 
and stock, the present as compared with the original 
cost of construction, the probable earning capacity of 
the property under particular rates prescribed by stat- 
ute, and the sum required to meet operating expenses, 
are all matters for consideration, and are to be given 
such weight as may be just and right in each case. We 
do not say that there may not be other matters to be re- 
garded in estimating the value of the property. What 
a company is entitled to ask is a fair return upon the 
value of that which it employs for the public conven- 
ience." 20 

All matters which have any bearing upon the value of the proper- 
ty are to be taken into consideration and given their due weight. 
For example, the assessed valuation for tax purposes should be 

19 This point was touched upon by the Maine Supreme Court in thee recent case of 
Kennebec Water District v. City of Waterville, 97 Me. 185, 60 L. R. A. 856, which was 
a condemnation proceeding. The court there said: "There is another thing which 
we think may fairly be considered in connection with the reasonableness of rates. We 
think something may be allowed in this respect for the risks of the original enterprise, 
if there were any. It is common sense that they who invest their money in hazardous 
enterprise may be reasonably entitled, for a time at least, to larger returns than they 
would be if the success of the undertaking were assured from the beginning." 

20 Smylh v. Ames, 169 U. S. 466 at 546-547- 
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considered, especially when it is based upon returns made by the 
company itself. 21 So should the selling price of the entire plant at 
mortgage foreclosure sale shortly prior to the time of the action 
regulating rates. So should the fact that for any reason the prop- 
erty of the company has greatly depreciated, thereby causing the 
service rendered to deteriorate, and its value to the public to di- 
minish. 21 And it is the rule that a company is not entitled to a re- 
turn upon a high valuation based upon an excessive cost due to lack 
of foresight and skill in construction, or to reckless, fraudulent, or 
wasteful conduct in management. Nor can a public utility company 
with works designed to supply a certain demand charge higher rates 
because the demand is less than anticipated, and in that way compel 
a number of patrons less than that originally contemplated to pay 
a full return upon its entire investment. 22 And surplus income in- 
vested in extensions cannot be treated as additional capital invest- 
ment, at least where dividends are paid upon stock. 23 

But it is true as a matter of business experience that there is an 
element of value which attaches to the property of a public service 
corporation, and which is in addition to the cash value of its prop- 
erty. This has been at times spoken of as franchise value, but this 
is inaccurate and misleading. A franchise whether it be to exist 
and operate as a corporation, or to enjoy and exercise special rights 
and privileges in the highways, is, of itself, of little or no value. 24 
The latter, however, to which alone the term franchise is popularly 
applied, when associated with property which makes it available, 
enhances the value of that property. 

21 San Diego Land & Town Co. v. Jasper, 189 U. S. 439. 

22 San Diego Land & Town Co. v. Jasper, 189 U. S. 439, the plant of the company 
was sufficient to furnish water for six thousand acres, but water was actually furnished 
to much less. The supervisors fixed rates on the basis of the full capacity of the 
works, and it was argued that since it was impossible to earn a sufficient income at 
the rates fixed, on the actual sale of water to pay a fair return on the value of the 
property, this action was a taking of property contrary to the constitution. Of this 
contention the court said, by Mr. Justice Holmes: 

"If a plant is built, as probably this was, for a larger area than it finds itself able 
to supply, or, apart from that, if it does not as yet have the customers contemplated, 
neither justice nor the constitution requires that say two-thirds of the contemplated 
number should pay a full return. * * * The statute of California, no doubt was con- 
templating the case of Water Works fully occupied, within the area which they were 
intended to supply. It can hardly have meant that a system constructed for six 
thousand acres should have a full return upon its value from five hundred, if those were 
all that it supplied. * * * If necessary to avoid that result, we should assume that 
only a proportionate part of the system was actually used and useful within the mean- 
ing of the statute. « » » If the original company embarked upon a great speculation 
which has not turned out as expected, more modest valuations are a result to which 
it must make up its mind." 

23 Railroad Cmmission v. Cumberland Telephone & Telegraph Co., 212 U. S. 414. 

24 Citizens' Street Ry. Co. v. Common Council, 125 Mich, at 680. 



1 1 6 MICHIGAN LA W REVIEW 

This enhanced value is a proper subject of taxation, 25 and it has 
been held by an inferior court to be an element of value upon which 
a public service company has a right to earn a return. 26 But in a 
case where this question was urged, the Supreme Court declined to 
pass upon it, as also upon the propriety of considering promotion 
expenses as an element of value. 27 That the inclusion of some value 
for franchises, is not necessarily improper is shown by the decision 
of the Supreme Court in Willcox v. Consolidated Gas Company, 2 * 
but that case was decided upon its peculiar facts, and the court ex- 
pressly limited its holding to those facts. It was urged in that case 
that because the company paid taxes upon the franchise it should 
be allowed to earn a profit upon the valuation of them for taxation 
purposes. The court held, however, that such payment of taxes 
was immaterial, because they were included as an item of expenses, 
payable before any profit was earned. 

In this connection it would seem that a distinction should be 
drawn between those companies whose business comes to them, and 
those which must make special connections with each patron of their 
service. Street car companies, and to some extent railroad and tel- 
egraph companies, belong to the former class ; lighting, water and 
telephone companies to the latter. Suppose, for example, that a 
complete waterworks system were installed, with all necessary res- 
ervoirs, pumping works, and mains. Until it has made contracts 
with consumers for service and connections with them, it can sell 
no water and earn no revenue. To secure business it must advertise 
and go to a variety of expenses which do not appear under the 
head of costs, but which do nevertheless add a large element of 
value to the company's property, by changing it from a plant, to a 
plant in operation. Again, such companies are compelled by the 
necessities of their business to anticipate future demands by extend- 
ing their mains and increasing their capacity some little time before 
they can earn any revenue from such extensions. All these matters 
are to be taken into consideration in determining the value of the 
plant. 29 

25 Citizens' Street Ry. Co. v.- Common Council, 125 Mich. 573; Adams Express 
Co. v. Ohio, 163 U. S. 194; Pittsburg &c. Ry. Co. v. Backus, 165 U. S. 194; W. U. 
Tel. Co. v. Mass., 125 U. S .530; Maine v. Grand Trunk, 142 U. S. 17. 

26 Spring Valley Waterworks v. San Francisco, 124 F, 574. 

27 Knoxville v. Knoxville Water Company, 212 U. S. 1. 

28 212 U. S. 19. 

29 Monongahela Navigation Co. v. U. S., 148 U. S. 312. National Waterworks Co. 
v. Kansas City, 62 Fed. 853; in which case Mr. Justice Brewer said, at p. 865, with 
reference to the value of a waterworks system: 

"A completed system of waterworks, such as the company has, without a single 
connection between the pipes and the street and the buildings of the .city, would be a 
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The cost of reproduction is an element that must be considered, 
but this must be diminished by an allowance for depreciation, on 
the theory that an old plant is worth less than a brand new one 
capable of doing the same work. 30 

It will be seen from the necessarily incomplete discussion of the 
subject to this point that it is in any case a difficult matter to de- 
termine whether a rate fixed by a governmental agency is reasonable 
or not. But there are additional difficulties growing out of our 
peculiar form of government and the nature of the industries reg- 
ulated. For example, practically all the railroads in the country 
cross state lines and do interstate business, as well as purely local 
business in two or more states. In one instance where an entire 
schedule of rates was fixed by one of the states, and its validity was 
attacked upon the ground that if the road should comply therewith 
it would be doing local business in that state at a loss, it was argued 
that, inasmuch as its entire business, interstate as well as intra- 
state, was done at a profit, the mere fact of such local loss due to 
the rates in question would not invalidate them, as long as the local 
loss did not destroy the profit on the operation of the road as a 
whole. But it was held that the traffic affected by the rates in 
question must stand alone ; that the railroad could not be compelled 
to carry it on at a loss ; that the fact that a profit was made upon the 
business of the road as a whole was immaterial, and that one part 
of the road's business could not be compelled to bear a loss sustained 
upon another. 31 

Not only has it been held that a company can not be compelled to 
do its whole local business at a loss, but in a case arising under the 
Interstate Commerce Act, it has been intimated that a railroad corn- 
property of much less value than that system connected, as it is, with so many build- 
ings, and earning in consequence thereof, the money which it does earn. The fact that 
it is a system in operation, not only with a capacity to supply the city, but actually 
supplying many buildings in the city, — not only with a capacity to earn, but actually 
earning — makes it true that the 'fair and equitable value' is something in excess of 
the cost of production." 

It is true that these are condemnation cases, but it is difficult to see why the 
principles there stated do not apply equally to all other cases where the valuation of 
such properties is involved. These cases were cited and the principle applied in 
Spring Valley Waterworks v. San Francisco, 124 Fed. 573, where the court said, at 
page 594: 

"It is not perceived that there is any difference in the principles applicable to the 
two cases * * *" 

30 Knoxville v. Knoxville Water Company, 212 U. S. 1. 

31 Smyth v. Ames, 169 U. S. 466. 

The rates in question in that case affected less than 5% of the entire traffic of 
the several roads doing business in the state, but were in the shape of a comprehensive 
schedule of rates on all commodities carried locally. 
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pany has no right to do a part of it at a loss, because the tendency 
then would be to recoup such losses by charging unreasonably high 
rates on other business. 32 

Up to the time of the decision in Smyth v. Ames the courts had 
been concerned with the effort on the part of the states to fix com- 
plete rate schedules. Since that time the railroad rate cases have 
been chiefly those affecting only certain commodities, or certain 
hauls. Owing to the classification of commodities and the varying 
rates collected on the different classes, and to the fact that it is sel- 
dom possible to separate local from interstate business, it has been 
found practically impossible to ascertain the cost of carrying a given 
commodity, either between all or between certain specified points 
only, within a state. And in consequence of this impossibility the 
Supreme Court has on several occasions refused to interfere with a 
rate fixed by a state commission. In a case arising in Minnesota the 
state railroad commission had fixed rates on shipments of hard coal 
in carload lots from Duluth to certain points west of Minneapolis, 
which were considerably lower than the existing rates. The ship- 
ments affected amounted only to a little over 2,500 tons, and the 
reduction in earnings because of the reduced rates was but about 
$1,400; while the whole income from freight on that division was 
over $700,000. It further appeared that if the rates fixed by the 
commission were applied to all freights, the income of the road 
would not be sufficient to pay operating expenses, including interest 
on bonds and dividends. The court held that the commission rates 
were prima facie reasonable; that no evidence had been introduced 
tending to show that there would be no profit or an insufficient profit 
upon hard coal in car lots so transported; and sustained the judg- 
ment of the state supreme court awarding a mandamus to compel 
obedience to the commission's order. 33 It is intimated that, where 

82 E. T. V. & G. Ry. v. I. S. C. Com., 181 U. S. 1. 

In that case Mr. Justice White, in discussing the right of carriers to charge less 
rates to competitive points than to intermediate non-competitive points, said: (p. 20.) 

"That, as indicated in the previous opinions of this court, there may be cases 
where the carrier can not be allowed to avail of the competitive condition because of 
the public interests and the other provisions of the statute, is of course clear. What 
particular environment may in every case produce this result can not be in advance 
indicated. But the suggestion of an obvious case is not inappropriate. Take a case 
where the carrier can not meet a competitive rate to a given point without transporting 
the merchandise at less than the cost of transportation, and therefore without bringing 
about a deficiency, which would have to be met by increased charges upon other business. 
Clearly, in such a case the engaging in such competitive traffic would both bring about 
an unjust discrimination and a disregard of the public interest, since a tendency towards 
unreasonable rates on other business would arise from the carriage of traffic at less 
than the cost of transportation to particular places." 

33 Minneapolis & St. Paul Ry. v. Minnesota, 186, U. S. 257. 
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a company is earning a fair profit upon its business as a whole, a 
state commission has power to reduce the freight upon a given arti- 
cle, and that the burden is upon the road to impeach such action. 

A similar question was presented in two very recent cases which 
came to the Supreme Court on appeal from judgments of the su- 
preme court of Florida awarding writs of mandamus to enforce cer- 
tain orders of the railroad commission of that state. A similar de- 
cision was reached upon grounds similar to those given in the Min- 
nesota case. These are stated by Mr. Justice Brewer as follows: 

"The order of the commission was not operative 
upon all local rates, but only fixed the rate on a sin- 
gle article, to-wit: phosphate. There is no evidence 
of the amount of phosphate carried locally; neither is 
it shown how much a change in the rate of carrying 
them will affect the income, nor how much the rate 
fixed by the railroads for carrying phosphates has 
been changed by the order of the commission. There 
is testimony tending to show the gross income from all 
local freights, and the value of the railroad property, 
and also certain difficulties in the way of transporting 
phosphates, owing to lack of facilities at the terminals. 
But there is nothing from which we can determine 
the cost of such transportation. * * * It is enough 
for the present to hold that there is in the record noth- 
ing from which a reasonable deduction can be made 
as to the cost of transportation, the amount of phos- 
phates transported, or the effect which the rate estab- 
lished by the commission will have upon the income." 3i 

The facts in the other case were similar, except that it appeared 
that the order complained of fixed a maximum of one cent per ton 
mile, and it appeared that the average earning per ton mile of the 
company in Florida was 8-15/100 mills, or less than the rate fixed 
by the commission, 35 

In these cases as in the Minnesota case, the Supreme Court appar- 
ently based its refusal to act upon the failure of the roads to show 
either that the cost of doing the business whose rates were fixed was 
such that the commission's rate was unremunerative, or that the 
operation of the rate fixed would reduce the income of the road, 
within the state, to an unremunerative point. 

These cases have been followed, and the rule there suggested has 

M Atlantic Coast Line v. Florida, 203 U. S. 256. See also Seaboard Air Line 
v. Florida, 203 U. S. 261. 

35 Seaboard Air Line v. Florida, 203 U. S. 261. 
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been more fully stated, in two or three late cases. It is now settled 
that the presumption is that rates fixed by public authority, after an 
opportunity for a hearing, are reasonable ; that the burden of proof 
is upon one complaining of such rates as a taking of property, to 
show that they are unlawful ; and that, in order to sustain this burden 
of proof, every fact material to the question must be affirmatively 
established by the best evidence obtainable. Where there is doubt 
as to the making of a case upon a material point, and the rates com- 
plained of have not been tested in actual practice, the court is apt 
to dismiss the bill without prejudice. 36 But where such doubt 
existed, and the circumstances were such that evidence of actual 
operation could be given, the decree of the lower court enjoining the 
enforcement of a schedule of rates was reversed, and the case 
remanded for further proceedings. 37 

These cases go much further in sustaining state action than the 
courts have ever gone before. Since their determination the law 
with respect to rate regulation covers a broader range and leaves a 
much wider scope to state action. The powers of the states and the 
rights of the companies may now be summarized as follows : 

i. Each company has a right to earn enough to pay operating 
expenses, provide for repairs, maintenance, and replacements, and 
pay a reasonable return on its property. 

2. As against any state, a railroad company has the right to have 
its local business stand upon its own footing so far as earnings are 
concerned, without regard to the profits it may be earning on its 
business outside the jurisdiction of that state. 

3. On the other hand, a state is not limited to prescribing a com- 
plete system of rates but has the power to fix single rates, or a par- 
tial system of rates, and so long as it cannot be shown that such rates 
compel the particular business affected to be done at a loss, or that 
such business as a whole within the state is unremunerative, the 
courts will not interfere with their enforcement. 

It is fairly obvious from this incomplete examination of the law 
that the subject of rate regulation is not free from difficulty. Now 
that the national government is about to assert the right to fix inter- 
state rates, it will become of much greater importance. The effective 
exercise of the power must be preceded by the determination of sev- 
eral points at present in doubt. An equitable method of accounting 
must be devised, in order that the revenues of railroads and those 

38 Knoxville v. Knoxville Water Co.. 212 U. S. 1 ; Willcox v. Consolidated Gas Co., 
212 U. S. 19. 

37 Railroad Cmmission v. Cumberland Telegraph & Tel. Co., 212 U. S. 414. 
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engaged in the public services may be ascertained, and the presence 
or absence of a profit in each case be learned. The valuation of the 
property used in public service must be equitably fixed, and in the 
case of railroads, and eventually of others engaged in interstate ser- 
vice, be apportioned as between interstate and state jurisdictions. 
And the rate of return upon capital which is fair to the public and 
to the owner must be ascertained. 

The uncertainty of the extent of the protection which the courts 
will give as against public regulation, and the certainty of the extent 
of the power already exercised by the states have operated already 
to produce an unsettled business condition and to curtail needed 
construction. While this is probably an unavoidable incident to a 
change in industrial conditions, it may result disastrously unless that 
change is guided in accordance with a broad and statesmanlike 
policy. While an effort is making to secure the benefits of equal 
and efficient service for all alike, it should not be forgotten that the 
very existence of a large part of our country in its present advanced 
condition of civilization would be impossible were it not for the 
railroads. Nor should the fact be lost sight of, while the evils of 
modern finance are being assailed, that there are millions of small 
investors, both in this country and abroad, who are innocent pur- 
chasers for value of public service securities which are mostly issued 
against proper expenditures, and that these small investors will feel 
most severely the effect of action tending to impair the value of 
such property. 

Guy A. Miller. 
Detroit, Michigan. 



